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Common Interest Realty Associations
Industry Developments— 1999/2000
Current Economic Developments
What current economic factors are driving the environment in which
common interest realty associations operate?

The general economy during 1999 has remained prosperous, with
business investment, consumer spending, and advances in tech
nology continuing to fuel the current expansion. Amidst this eco
nomic growth, the common interest realty associations (CIRA)
m arket continues to expand. There are currently more than
205,000 CIRAs in the United States, providing housing for more
than 42 million U.S. residents. The number of new associations is
increasing by more than 6,000 each year, and a number of positive
economic statistics paint an inviting landscape for the continued
expansion of CIRAs. Consider these, for example.
• Interest rates, though increasing slightly during the year,
remained at historically moderate levels. These reasonable
interest rates fueled spending in the housing market through
out the year.
• Although fixed thirty-year mortgage rates crept up slightly
by the fall, they are still considered low at just under 8 per
cent. As the rates creep up, more buyers are returning to
adjustable-rate mortgages, which have risen from just under
10 percent of mortgage applications in the third quarter of
1998 to around 25 percent of applications in the third
quarter of 1999.
•

Housing starts, with record numbers in January 1999, re
mained above the prior year's number of starts for the same
time period.
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• A continuing wave of business mergers resulted in the need
to address computer incompatibilities.
• Unemployment rates dropped to 4.1 percent in the third
quarter of 1999— a twenty-nine-year low— and continued
to remain low throughout the rest of the year.
• Stock market performance has surpassed all expectations,
with the Dow Jones Industrial Average breaking through
the 10,000 threshold for the first time and achieving record
highs over 11,000 at some points during the year.
All these economic factors combine to provide great consumer
confidence and a market environment that bodes well for CIRAs’
continuing expansion. In addition, w ith their ever- increasing
numbers, CIRAs are beginning to exert influence in both eco
nomic and legislative agendas. These associations are flexing their
legislative muscles as they monitor and promote issues surround
ing schools, security, taxes, and quality infrastructure in various
parts of the United States. Let’s turn to recent industry develop
ments to examine some relevant issues for CIRAs.

Industry Developments
What important developments have occurred in the CIRA industry?

Funding for Major Repair and Replacements
We know that there are several ways to fund common property
repair and replacement for CIRAs, including special assessments
and borrowing. Our focus here is on recent developments in the
more common periodic-assessment option for funding repairs
and replacements. Periodic assessments help alleviate sometimes
sudden, unanticipated, and costly requirements for owners that
special assessments or borrowing can bring. Periodic assessments
are also a means to charge the costs of current common property
use to current common property users.
How do associations go about establishing funds designated for
repair and replacement of common property when using periodic
assessments? Reserve studies help provide the answer.
8

The N ational R eserve Study Standards o f th e C om m u n ity A ssocia
tions Institu te1 (published in 1997) emphasizes important topics
related to CIRA major repair and replacement fund reserve studies
that you may want to consider. According to the guidelines set forth
in the publication, reserve studies include two parts: (1) an analysis
of the physical components of common property, including re
maining lives and estimates of current replacement costs, and (2) a
financial analysis of the common property repair and replacement
fund, including the beginning and ending fund balances, recom
mended contributions, and anticipated expenditures.
In addition, the study includes the following information about
reserve studies: (1) an overview of reserve studies; (2) a descrip
tion of the three levels of service provided, including a full study,
an update study with site visit, or an update study with no site
visit; (3) a list of standard terms and definitions used to describe
elements involved in the study; (4) a description of applicants’
educational training and experience, along with a required list of
references, to earn the reserve specialist’s designation that indi
cates a basic competency level of the study provider within the in
dustry; and (5) a discussion about the m inim um content and
disclosure requirements for the study.
Help Desk— You can obtain a copy o f this study from the
Community Associations Institute. See appendix A for contact
information.

CIRAs that establish and maintain repair and replacement funds
based on reserve studies provide signals to their potential buyers
that the association provides for maintenance and replacement of
its common property and that significant financial surprises in
the form of major overdue repair and replacement assessments are
unlikely. Reserve study information helps decision makers— from
CIRA investment advisers to property managers, board members,
owners, and potential owners— in their quest to maintain market
value of properties and provide required fiduciary and legal require
ments. Refer to the section “Future Major Repairs and Replace1. The Comm unity Associations Institute is a nonprofit research and educational orga
nization representing U.S. CIRAs in all matters o f planned community concerns.
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ments” in this Alert for guidance about financial statement disclo
sure for future major repair and replacement funds.

Budgets and Budget Analysis
What is important about CIRA budgets and their analysis for this year’s
CIRA engagements?

We reemphasize the ongoing importance of budgets to CIRAs.
W hy are budgets important? For several reasons. Primarily, bud
gets are the basis of assessments, or revenues, for a CIRA. There
fore, budgets are the cornerstone of association performance
measurement. Note these other aspects of the importance of bud
gets, as described in the AICPA’s C om m on In terest R ealty Associa
tions With C on form in g C hanges as o f M ay 1, 1999 (referred to as
the CIRA A udit G uide) .
The legal documents creating most CIRAs require that assess
ments be based on budgets. The budgets o f CIRAs are the
monetary expression o f their goals and objectives and empha
size the stewardship responsibility o f their Board o f Directors.
According to FASB Statement o f Financial Accounting Con
cepts No. 4, Objectives o f Financial Reporting by Non-Business
Organizations, budgets are used to allocate and control the use
o f resources. Budgets are also used to obtain resources. For ex
ample, budgets are pivotal in establishing levels o f dues, taxes,
and fees to be imposed.

Budgets are pivotal in assessing actual versus anticipated CIRA
operating results. The CIRA Audit Guide recommends that the
auditor consider com paring budgeted amounts w ith actual
amounts as an analytical procedure in the audit of a CIRA. See
the analytical procedures information in the “Planning the Audit”
section of this Alert.
Help Desk—The AICPA's new Auditing Practice Release, Ana
lytical Procedures (Product No. 021069kk), provides great imple
mentation guidance for the use o f analytical procedures. It also
includes a discussion of your professional responsibilities under
Statement on Auditing Standards (SAS) No. 56, Analytical Pro
cedures (AICPA, Professional Standards, vol. 1, AU sec 329).
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If the association has accepted financial reserve study recommen
dations, auditors should inquire about whether the association
has reconciled these approved financial amounts with the budget to
ensure consistency.
How do budgets play a part in performance evaluations? Budgets
can guide CIRAs owners who use them as one measure of evaluat
ing both manager and board performance. Performance of these
key CIRA decision makers is a reflection of, among other things,
how the association has actually performed relative to achieving its
budgetary financial goals. Some of the more important categories
for CIRAs to consider when evaluating performance include rev
enues (member and nonmember assessments) and operating ex
penses, including management fees and other wages and benefits;
utilities; routine common property maintenance; and insurance.

Cooperative Mortgage Maturities
Is there a mortgage maturity looming on your client’s horizon?

M any cooperative (coop) associations obtained mortgages on their
real estate more than twenty or thirty years ago and currently face
the issue of mortgage maturity. Some practitioners indicate that
they are encountering questions from their coop clients about op
tions for the association when the mortgages are paid off.
In general, practitioners can consider the potential implications
of mortgage maturities as a point of discussion with their coop
clients if mortgage maturities loom on the horizon. Final payoff
of mortgages presents an opportunity for coops to consider refi
nancing. Coops can elect to refinance to fund upgrading or reno
vating their facilities. If the association finances a new mortgage,
the organization has a chance to select funding that places m ini
mum restrictions or requirements on the organization. M any
coops, when originally obtaining mortgage money, were funded
through such organizations as the Department of Housing and
Urban Development (HUD) or the Federal Housing Authority
(FHA). For example, HUD could require, under a regulatory
agreement with the coop, that it approve the associations budget,
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changes in managing agents, spending from repair and replace
ment fund reserves, and minimum reserve amounts, for example.
Refinancing m ight offer the coop the chance to select another
funding organization whose minimum compliance requirements
are less stringent than those attached to the original borrowings.
Historically, individual coop financing was hard to come by. As a re
sult, transactions for buying or selling units have typically required a
great deal of cash. As a result, sales were slow as buyers were faced
with pressing demands for cash to purchase coop units. W ithout
turnover of units through sales, market prices for cooperative units
lagged and remained relatively low, compared with prices for alter
native housing forms in the escalating real estate market. As more
sources of coop financing become available, however, more coop
turnover, and therefore higher market prices, are likely.
We now present some important industry “basics” to remind you of
specific issues of ongoing concern to the CIRA industry.

Industry Basics
What important CIRA basics are relevant to auditors of ongoing and new
CIRA clients?

Practitioners who are new to the industry, expanding their practice
to include CIRAs for the first time, or updating their understand
ing of CIRA information for the current-year engagement plan
might appreciate a few CIRA basics that we’ve included here. Es
pecially when planning a CIRA audit engagement for the first
time, practitioners should gain an understanding of the unique in
dustry characteristics of CIRAs, as required by SAS No. 22, P lan
n in g a n d S upervision (AICPA, P rofessional Standards, vol. 1, AU
sec. 311). W ith a foundation of relevant industry information,
you are likely to be more successful with the unique and general
planning considerations for a CIRA audit engagem ent itself.
(Also see the “Planning the Audit” section of this Alert.)
The current population of aging baby boomers, among others, seek
livable environments with a sense of community in addition to
pleasant physical surroundings and amenities. As a result of market
demand, more planned communities are on the way.
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What Do CIRAs Include?
Common interest realty associations represent real estate property
owners and serve their group needs. These associations include—
• P la n n ed co m m u n ities, w ith members who own property
and a dwelling plus a nonexclusive easement to common
areas, such as parks and recreational facilities (for example,
homeowners’ associations).
• M aster association s, with two or more developments that
share common property.
•

C ondom inium s, with members who hold separate titles to a
living space and shared tide (an undivided interest) in com
mon property, such as building exteriors, sidewalks, grounds,
elevators, landscaping, swimming pools, and other amenities.

•

C oop era tive m em b ers, who own a share in a corporation
that owns the common property, including all improve
ments, and is responsible for its maintenance, debt service,
and repairs, among others. The owners’ share allows them
to lease from the cooperative, occupy their units, or to sell
their shares of ownership.

•

T im e-share orga n iz a tion s, with members who collectively
own and share units or developer or trustee owners who sell
the right to use selected property for certain limited times.

W hy Are CIRAs Appealing?
Associations first arrived on the U.S. housing scene in the late
1800s in the form of planned communities. The cooperative as
sociation followed, then large urban planned communities, and
most recently, the condominium association. These community
types have endured over this long time span as a result of many
factors. Historically, among m any reasons for their successful
track record, CIRAs have provided a way to—
•

Protect and enhance property owners’ value.

•

Create and invite exclusive forms of living and affordable
amenities, such as swimming pools, clubhouse facilities for
13

tennis and golf, and accessible open spaces for biking and
walking.
• Solve the challenges of high-density living with controlled
behavior, based on a governance structure and community
rules already in place.
•

Provide developers w ith economies o f scale in building
costs because multiple units, in general, cost less than com
parable single-family units and offer developers the oppor
tunity to create more housing units on a limited amount of
costly real estate.

•

Provide the privatization and enhancement of the quality
of costly infrastructure, such as sewers, roads, and bridges.

•

Offer a respite from land-planning sprawl.

What Does Association Membership Mean?
Membership in all types of CIRAs is automatic for owners who
must operate together according to the association’s governing
documents. Owners must pay regular assessments to the associa
tion to cover the operating, maintenance, and replacement costs
of the buildings, grounds, and other common areas.
Association membership provides for (1) owner governance through
volunteer boards according to state statute, regulation, or associa
tion bylaws and other governing documents, such as deeds; (2) as
sociation business operations, for example, establishing annual
budgets to use as benchmarks for operations and establishing funds
to provide for maintenance, repair, and replacement of common
property; and (3) community life, in general.
What Is on the Horizon for the CIRA Industry?
Because CIRAs are an increasingly popular type of housing orga
nization that is here to stay, the industry is currently exploring
new ways to anticipate its development to meet market needs. A
fall 1999 sum mit meeting, “Com munities of Tomorrow Sum 
m it,” presented by the Community Associations Institute (CAI)
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and the American Institute of Architects, brought together many
professionals. Represented at the summit were individuals from
the urban planning, architectural, mortgage financing, real estate,
and construction industries, along w ith engineering specialists,
environmentalists, and association representatives, to talk about
future directions for CIRAs. Participants engaged in a national
dialogue on excellence in com m unity design, governance, and
management. The participants discussed how to—
• Accommodate socioeconomic factors, tenure, and cultural
diversity in community living situations.
• Design environmentally compatible developments.
• Design common element amenities to appeal to owners and
potential owners.
• Plan for effective community governance.
•

Promote a sense of community.

• Create sustainable communities.
The industry wants to position itself as a prevailing housing form
and is energized to meet the challenge. Experience shows that
community harmony depends on the nurturing of the spirit of
community. The spirit of the community in turn depends on the
structure and quality of facilities and business operations of any
association.
Social issues will continue to be a focal point for CIRAs as they ad
dress such matters as daycare and aging facilities for members; leg
islation that regulates association activities; and partnering
activities with such institutions as schools, nursing care facilities,
and municipal governments, to provide the amenities. Associations
are also aware that there is pressure from members and potential
owners to relax and restructure rules and governance requirements
to allow for more flexibility regarding policies about home-based
activities, such as telecommuting and home businesses, seasonal
displays, and pet policies, among other concerns.
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Executive Summary— Industry Developments
• Reserve studies help answer the question o f how associations go
about establishing funds designed for repair and replacement o f
common property when using periodic assessments.
• Budgets have ongoing importance to CIRAs because they are the basis
o f assessments, or CIRA revenues, and play a part in performance
evaluations o f key CIRA personnel as well as CIRA board members.
• Final payoff o f mortgages may provide coops with the opportunity
to fund upgrading or renovations o f their facilities.

Regulatory Developments
What recent Internal Revenue Service developments should you be
aware of as part of this year’s CIRA engagement?

Tax Forms Filed
Associations, other than coops and commercial associations, are
in a rather unique position when it comes to filing federal taxes
since they may elect annually to file either—
• Form 1120 (or 1120A) under Section 277, which taxes the
associations as C corporations at progressive rates.
•

Form 1120H under section 528, which taxes associations at
a flat rate of 30 percent (32 percent for time-shares) on in
come in excess of $100, generally from sources other than
net member assessments. (Net member assessments’ income
is exempt from taxes if it constitutes at least 85 percent of
the associations’ total revenue sources.) Income subject to
taxation would include, for example, interest income and
rental income, net of expense; income received from non
members; and “per-use” fees, such as parking fees.

Commercial condominiums do not qualify for filing Form 1120H.
Cooperatives must file Form 1120, as explained more fully in the
“Cooperative Associations and Subchapter T ” section of this Alert.

16

Current News About Tax Forms Filings Under Section 528
In the mid 1990s, the Internal Revenue Service (IRS) proposed reg
ulations on taxing asset transfers between corporations and taxexempt entities and included homeowners’ associations in the
definition of tax-exempt entities. Defining associations this way
affected CIRA taxation.
Proposed regulations indicated that an entity (association) that
had filed as a regular C corporation in one year (Form 1120) and
elected to file Form 1120 H under Section 528 in a subsequent
year would be subject to taxes on any appreciation of the entity’s
assets (common property, reserves, cash, and investments). The
election to file under Section 528 was equivalent to liquidating
the 1120 corporation and selling the assets at their fair value.
In 1999, the final regulations exempt section 528 organizations from
definition as a tax-exempt entity, enabling associations to elect tax
status annually as either a corporation filing Form 1120 or as an en
tity filing Form 1120H, without accompanying tax consequences.
Special Notes to Practitioners on CIRA Tax Planning
You can help your CIRA client in several ways when it comes to
tax planning issues. Consider these suggestions as you plan the
CIRA engagement:
1. Address the decision about the annual election to file Form
1120 or 1120H, discussing the pros and cons of each (see
the CIRA Audit Guide 1998/99, which discusses this in
formation in more detail). Address the decision process
early, and consider including the decision results as part of
the engagement letter.
2. Discuss with your client the implications of nonexemptfunction income (income other than member assessments
and income related to member services), which is taxable
when associations make the 1120H election, consider rec
ommending that clients try to minimize tax liabilities. For
example, associations might consider charging use fees an
nually instead of on a “per use” basis.
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3. Remember that, in some cases, homeowners’ associations
may qualify as tax-exempt entities and file Form 990.
4. Be aware of the timing of return filing. Association tax re
turns are due two months and fifteen days after the end of
the entity’s fiscal year.

Excess Member Assessments
Revenue Ruling 70-604 warrants mention for the second year in a
row. The ruling indicates that excess assessments by a condo
minium over and above amounts used for operations of the associ
ation are not taxable income to the corporation if they are either
returned to the stockholder-owners or applied to the following year’s
assessments. (Note: This has been interpreted under IRS audit ac
tivity to mean one year only, although this is not absolute.)
Owners must annually elect whether to return excess member as
sessments to owners or apply them to the next year’s assessment.
The excess assessments must be used in the subsequent year to
avoid taxes on these amounts, so consider advising the association
client regarding budgeting adjustments in Year 2 to allow the use
of any surplus created in Year 1.

Cooperative Associations and Subchapter T
Under Revenue Ruling 90-36, cooperative associations have been
responsible for determining their taxable income in accordance with
section 277 until this year. In spite of being required to file under
section 277, some cooperative associations departed from that rul
ing in the past and instead filed under subchapter T, which allows
more flexibility regarding the definition of taxable interest income.
In 1999, the IRS conceded that cooperatives meeting certain cri
teria are covered by subchapter T provisions instead of section
277. Before 1999, some associations were not filing under section
277; they were including footnote disclosure that they were not
following section 277 rulings and were instead filing under sub
chapter T provisions. Other CIRAs that have filed under section
277 in the past might be due refunds as a result of this 1999 devel
opment. Therefore, you should consider discussing any possible tax
18

refunds due to the association and any related disclosures that
might be required for the current audit engagement.

Field Service Advice— Rental Pools
Is income that owners receive from renting their condominiums
placed in a rental pool that the association individually tracks? Is this
rental income instead placed in a common rental pool with income re
ceived from other owners? There are tax implications to consider here.
The association acts as a rental agent if each available unit is rented
and tracked separately in terms of revenues and related expenses,
that is, if the association receives rental income and pays the unit's
expenses related to the rental income on behalf of the unit owner.
As a result, the association bears no taxing responsibilities.
On the other hand, if each unit’s rental income is part of a pool of
rentals with all other rental units, the income could be taxable as
partnership income because all units are placed together with others
and shared for rental purposes.

Draft of Guide for Timeshare Vacation Plan Owners’ Associations
The North Florida District of the IRS issued, in the spring of 1999,
a draft of A udit T echniques G uide f o r T im eshare Vacation P lan
O w ners’ A ssociations. The proposed guide addresses federal taxa
tion of timeshare associations in its three sections: (1) general, (2)
Form 1120-H, and (3) Form 1120. You might want to consider
monitoring further developments in the guide. Some practitioners
indicate that its potential effects m ight not be lim ited to timeshares, and that they also may apply to other types of associations.
Executive Summary— Regulatory Developments
• Final regulations exempt section 528 organizations from definition
as tax-exempt entities, which enables some associations to elect tax
status annually as either a corporation filing Form 112 0 or as an en
tity filing Form 1 120H , without accompanying tax consequences.
• The IRS conceded that cooperatives meeting certain criteria are cov
ered by subchapter T provisions instead o f section 2 7 7 provisions
when determining taxable income.
19

Audit Issues and Developments
Planning the Audit
What audit-related matters should you consider as you plan this year’s
engagement?

As the CIRA industry continues to expand year by year, you, as
CIRA auditors, face a growing number of issues that require atten
tion during the planning phase of your engagement. Overall, if
the engagement plan is properly structured, the time invested
should result in a more efficient and effective audit. We include
some issues here for your consideration as part of the planning
and pre-engagement phase of your audit.
•

C onsider clien t a ccep ta n ce. For either first-time audits of a
CIRA or returning engagements, planning requires asking
the question, “Is this client for you?” Statement on Q uality
Control Standard (SQCS) No. 2, System o f Q uality C ontrol
f o r a CPA F irm s’ A ccounting a n d A uditing P ra ctice (AICPA,
P rofessional Standards, vol. 2, QC sec. 2 0 .14)2 provides that
“policies and procedures should be established for deciding
whether to accept or continue a client relationship.” These
policies and procedures should provide reasonable assur
ance that the client does not lack integrity. Practice Alert
No. 94-3, A ccep ta n ce a n d C o n tin u a n ce o f A u d it C lients,
highlights matters for you to consider in establishing such
policies and procedures. Also keep in mind the requirements
of SAS No. 84, C om m u n ica tion s B etw een P redecessor a n d
Successor A uditors (AICPA, P rofessional Standards, vol. 1, AU
sec. 313.01), which addresses guidance between predeces
sor and successor auditors when a change of auditors is in
process or has taken place. You should not accept a new
engagement until you have evaluated the required commu
nications of SAS No. 84 (AU sec. 313 .0 7 —.10). These
communications include, for example, the types of specific
and reasonable inquiries of the predecessor auditor by the

2. Firms that are enrolled in an AICPA-approved practice-monitoring program are oblig
ated to adhere to quality control standards established by the AICPA.
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successor auditor and the need for timely and full response
on the part of the predecessor auditor. You may, however,
make a proposal for the audit engagement before engaging
in those communications.
• D evelop the overall plan. According to SAS No. 22 (AICPA,
P rofessional Standards, vol. 1, AU sec. 311.03), “audit plan
ning involves developing an overall strategy for the expected
conduct and scope of the audit. The nature, extent, and
tim ing of planning vary with the size and complexity of
the entity, experience with the entity, and knowledge of the
entity’s business.” The Statement also indicates that it is
important for you to “consider matters affecting the indus
try in which the entity operates, such as economic condi
tions, government regulations, and changes in technology”
(AICPA, P rofession a l S tandards, vol. 1, AU sec. 311.07).
Refer to the “Current Economic Developments,” “Industry
Developments,” and “Industry Basics” sections in this Alert
for information about CIRAs and the industry and economic
environment in which they operate.
• Assess independence. You must determine if you or your firm
is independent with respect to the association being audited.
Again, consider SQCS No. 2 (QC sec. 20.14) which requires
that “...policies and procedures should be established to
provide the firm with reasonable assurance that personnel
maintain independence (in fact and in appearance) in all
required circumstances.” Remember, independence is re
quired for every audit and for review engagements. The
issue of independence is a complicated matter— far more
complicated than some practitioners realize. See the “Inde
pendence” section of this Alert for a more complete discus
sion of this topic.
•

C on sider en g a g em en t letters. SAS No. 83, E stablishing an
U nderstanding W ith th e C lient (AICPA, P rofession al Stan
dards, vol. 1, AU sec. 310.05), requires, as the name implies,
that the auditor establish an understanding with the asso
ciation regarding the services to be performed. That under
standing should be docum ented in the practitioner’s
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workpapers, preferably through a written communication
w ith the CIRA client. Although this standard does not
mandate the use of engagement letters, per se, most practi
tioners find that the use of engagement letters for CIRA en
gagements helps all parties involved to understand the needs
and expectations of the others. Quite simply, it is viewed as
good business practice.
•

C onsider in tern a l control. Remember that even if you adopt
a substantive approach that places little or no reliance on the
client's internal control, you still have responsibilities under
SAS No. 55, C onsideration o f In tern al C ontrol in a F inancial
S tatem ent A udit (AICPA, P rofessional Standards, vol. 1, AU
sec. 319), as amended by SAS No. 78. In all audits you are
required to obtain an understanding of internal control suf
ficient to plan the audit. After obtaining that understanding,
you should assess control risk. Then, document both your
understanding of controls and the basis for conclusions
about the assessed level of control risk. The Audit Guide
C onsideration o f In tern a l C on trol in a F in a n cia l S tatem en t
A udit illustrates the application of SAS No. 55, as amended,
and offers a practical and user-friendly approach.
In the planning phase, rely on your understanding of the
CIRAs internal control to identify various types of poten
tial misstatements, consider factors that affect the risk of
material misstatement, and design substantive tests. See a
more complete internal control discussion for CIRAs in
the “Internal Control” section of this Audit Risk Alert.

•

C onsider clien t fr a u d a n d illegal acts. Be aware that you should
consider client fraud and illegal acts during the planning
phase of the CIRA audit. AU section 110, R esponsibilities
a n d F unctions o f th e In d ep en d en t A uditor (AICPA, P rofes
sion a l Standards, vol. 1, AU sec. 110.02) provides that “the
auditor has a responsibility to p la n and perform the audit to
obtain reasonable assurance about whether the financial
statements are free of material misstatement whether caused
by error or fr a u d [emphasis added].” The auditors responsi22

bility to detect and report misstatements resulting from il
legal acts having a direct and material effect on the deter
m ination of financial statement amounts is the same as
that for m isstatem ents caused by error or fraud, as de
scribed in footnote 1 of AU section 110. A reminder here—
illegal acts, as defined by SAS No. 54, Illega l Acts by C lients
(AICPA, P rofessional Standards, vol. 1, AU sec. 317), do not
include personal misconduct by the entity’s personnel un
related to their business activities.
• Assess a u d it risk a n d m ateriality. Audit risk is the risk that
the auditor will unknowingly fail to appropriately modify
the audit opinion on financial statements that are materially
misstated. W ith regard to materiality, financial statements
are considered to be materially misstated if they contain mis
statements whose effect is important enough to cause them
not to be fairly presented in all material respects in confor
mity with generally accepted accounting principles (GAAP).
SAS No. 47, A udit Risk a n d M ateria lity in C on d u ctin g an
A udit (AICPA, P rofessional Standards, vol. 1, AU sec. 312),
requires auditors to consider audit risk and m ateriality
when planning, as well as when performing, the audit. Such
consideration is necessary when, among other things, deter
mining the nature, timing, and extent of audit procedures
and evaluating their results.
•

C onsider th e Year 2 000 Issue. According to Interpretation
No. 4, “Audit Considerations for the Year 2000 Issue,” of
SAS No. 22 (AICPA, P rofessional Standards, vol. 1, AU sec.
9311.40), “the auditor has a responsibility to plan and per
form the audit to obtain reasonable assurance that the finan
cial statements are free of material misstatement, whether
caused by error or fraud. Thus, the auditor’s responsibility
relates to the detection of material misstatements of the fi
nancial statements being audited, whether caused by the
Year 2000 Issue or by some other cause.” Refer to “More on
the Year 2000 Issue” section of this Alert for further infor
mation about the year 2000 and CIRAs.
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•

C onsider a n a lytica l p ro ced u res. Analytical procedures con
sist of the evaluation of financial information made by a
study of relationships among both financial and nonfinan
cial data. SAS No. 56 requires the use of analytical proce
dures in the planning as well as the overall review stages of all
audits. We discussed the importance of analytical proce
dures to CIRAs in the “Budgets and Budget Analysis” section
of this alert.

Help Desk—Analytical procedures can be extremely valuable
in enhancing the practitioner's understanding o f the CIRA and
the transactions that occurred during the period, and in the
identification o f specific areas o f risk. The Auditing Practice
Release A nalytical P rocedu res (Product No. 021069kk) provides
nonauthoritative guidance in the effective use o f analytical pro
cedures. The release includes a series o f questions and answers
and an illustrative case study. You also can use the Internet as a
source for benchmark data when performing analytical proce
dures. See Appendix A o f this alert for further information on
Internet Web sites.

Future Major Repairs and Replacements
What issues are important to consider regarding repair and
replacement funds for common property? What are the financial
statement presentation requirements for future major repair and
replacement funds?

Future Major Repair and Replacement Funds
As we discussed in the “Industry Developments” section of this
Alert, CIRAs may be required by state statutes or their governing
documents to set aside funds on a system atic basis for future
major repairs and replacements. The auditor should review the
CIRA’s governing documents and relevant state statutes to deter
mine whether such requirements exist. According to paragraph
7.29 in the CIRA Audit Guide, the auditor should also review the
CIRA’s policy for accumulating the required funds.
Auditors may find it useful to pose inquiries to CIRA management
and board members to better understand the provisions the asso
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ciation makes for repair and replacement of its common property.
Consider the following examples.
•

Does a repair and replacement fund exist?

• W hat type of reserve study is needed or was conducted to
provide information about the fund?
• W hat were the qualifications of the person(s) conducting the
reserve study?
• W hat types of funding mechanisms are available and rec
ommended, and what are the risks associated with each fund
ing type?
• Are repair and replacement funds segregated by purpose to
reflect noncapital components— such as painting, landscap
ing, servicing—and capital components— such as assets?
• W hat makes up adequate repair and replacement funds in the
period of transition from developer to owner?
Some auditors have found it useful to review the reserve study as
part of engagement planning, including a review of the qualifica
tions of the study provider,3 and assess the assumptions made rel
ative to the date of the reserve study and how conditions related
to common property might have changed since then.
Required Financial Statement Disclosures for Future
Major Repairs and Replacements
As required by paragraph 4.27 in the CIRA Audit Guide, a CIRA
should disclose information in its financial statements about its
funding for future major repairs and replacements. Disclosures
about such funding should include the following:
•

Requirements, if any, in statutes or the CIRAs documents to
accumulate funds for future major repairs and replacements
and the CIRAs compliance or lack of compliance with them

3. There is no requirement for CIRAs to obtain studies prepared by professional engineers.
Estimates made by the board of directors or estimates obtained from licensed contrac
tors are satisfactory, as discussed in paragraphs 3.06 and 3.07 of the CIRA Audit Guide.
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• A description of the CIRAs funding policy, if any, and com
pliance with that policy
• A statement that funds, if any, are being accumulated based
on estimated future (or current) costs, that actual expendi
tures may vary from these estimates, and that the variations
may be material
• Amounts assessed for major repairs and replacements in the
current period, if any
• A statement indicating whether a study was conducted to
estimate the rem aining useful lives of common property
components and the costs of future major repairs and re
placements
CIRAs that fund future major repairs and replacements by special
assessments or borrowings when needs occur should disclose that
information.
If the disclosure required by the CIRA Audit Guide about a CIRAs
funding for major repairs and replacements is absent or inadequate,
the auditor should consider modifying his or her report as discussed
in SAS No. 58, R eports on A udited F in a n cial Statem ents (AICPA,
Professional Standards, vol. 1, AU sec. 508). The CIRA Audit Guide
includes illustrative disclosures covering a variety of circumstances
related to funding for future major repairs and replacements.
Required Supplementary Information
In addition to the required disclosures related to future major re
pair and replacements discussed in the preceding section, CIRAs
must disclose the following as unaudited supplementary informa
tion in their financial statements, according to paragraph 4.31 in
the CIRA Audit Guide.
• Estimates of current or future costs of future major repairs
and replacements of all existing components (such as roofs),
including estimated amounts required, methods used to
determine the costs, the basis for calculations (including
assumptions, if any, about interest and inflation rates),
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sources used, and the dates of studies, made for this purpose,
if any
• A presentation of components to be repaired and replaced,
estimates of the rem aining useful lives of those compo
nents, estimates of current or future replacement costs, and
amounts of funds accumulated for each to the extent des
ignated by the board
Peer reviews have noted disclosure deficiencies relating to the repair
and replacement fund (see the “CIRA Engagement Deficiencies”
section in this Alert for additional information). Numerous issues
arise as the result of replacement fund types of deficiencies. For
example, issues could arise for practitioners w ith association
clients regarding disclosure versus report modification for trans
fers between funds, due to and due from amounts between funds,
or funding that does not correspond to the association’s budget
guidelines or those provided in the reserve study.

More on the Year 2000 Issue
What Year 2000 Issues are important to consider?

By now, you are aware of the Year 2000 Issue and its potential to
adversely affect the operations of entities that rely, directly or indi
rectly, on information technology. The Year 2000 Issue relates to
the inability of many information technology systems to accurately
process year-date data beyond the year 1999. Because a majority of
computer programs used today store dates in the date/month/year
(dd/mm/yy) format, they allow only two digits for each compo
nent of the date. Consider, for example, the date December 31,
1999, which the program stores as 12/31/99. Now think about the
two digits that represent the Year 2000, or 00. As a result of these
program considerations, many computers will recognize the date
January 1, 2000 (01/01/00) as January 1, 1900.
The year 2000 is also a leap year. This, too, can cause complica
tions for systems that are not year 2000 ready. Such systems may
not register the additional day, thus producing incorrect results
for date-related calculations.
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W hat about the CIRA’s time-based electronically processed infor
mation? If such information is impaired due to Year 2000 Issues,
accounts such as member assessments receivables, interest, and
insurance could be incorrect. To further complicate the issue,
even if the CIRA’s hardware and software systems are year 2000
ready, the entity could be affected by computer systems of vendors
or by third-party data processing services that have made no such
modifications.
Year 2000 Issues also may affect certain assets with embedded com
puters in automated control systems for building functions. For ex
ample, consider systems for heating and air conditioning systems,
elevators, and fire and smoke alarms that could become obsolete or
inoperable if year 2000 problems exist.
As an auditor, what are your responsibilities for the Year 2000 Issue?
It must be understood that it is the responsibility of an entity’s
management— not the auditor— to assess and remediate the ef
fects of the Year 2000 Issue on the entity’s systems. The Year 2000
Issue does not create additional responsibilities for the auditor. As
m entioned in the “Planning the A udit” section of this Alert,
under generally accepted auditing standards (GAAS), the auditor
has a responsibility to plan and perform the audit to obtain rea
sonable assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud. Thus,
the auditor’s responsibility relates to the detection of material mis
statement of the financial statements being audited, whether caused
by the Year 2000 Issue or by some other cause.
Auditors also should consider whether any year-2000-related
events have occurred subsequent to the balance-sheet date but be
fore the issuance of the financial statements and the auditor’s re
port that require adjustm ent or disclosure in the financial
statements. Examples of such events and how companies should
account for them are discussed in Emerging Issues Task Force
(EITF) Issue No. 99-11, Subsequent Events C aused by Year 2000.
As of the writing of this alert, a consensus had not yet been reached
on this issue. See the FASB’s Web site, http://www.fasb.org, for fur
ther information.
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Auditors may wish to address year-2000-related issues in an en
gagement letter in connection with obtaining an understanding
with their client pursuant to SAS No. 83.
Help Desk— See the AICPA’s G en era l A u dit Risk A lert —
1999/2000, which provides more detailed discussion o f how
the Year 2000 Issue affects auditors, including Standards-level
guidance issued by the Audit Issues Task Force o f the Auditing
Standards Board (ASB).

Independence
What independence issues may be especially relevant for CIRAs?

Independence issues are an ongoing topic of importance for audi
tors of CIRA clients. A number of common independence issues
facing auditors of CIRAs, as described in the applicable indepen
dence standards, include—
•

Providing a professional service requiring independence to a
client for whom accounting services are also performed.
CIRAs tend to be small entities with few individuals to per
form operating and governance functions. As a result, practi
tioners often provide services, such as the preparation of
checks and payroll information, data processing consultation
and implementation, and financial statement preparation,
for the CIRA. Performance of these types of functions could
have an impact on auditor independence. Consider the guid
ance set forth in Ethics Interpretation No. 101-3, “Perfor
mance of Other Services,” of ET section 101, In depen den ce
(AICPA, Professional Standards, vol. 2, ET sec. 101.03).

• Providing a professional service requiring independence to
a client who has not paid fees for previously rendered ser
vices. Is your CIRA client in arrears with regard to your
professional fees? Note that past-due fees may impair inde
pendence. This issue is addressed by Ethics Ruling No. 32,
“Unpaid Fees,” of ET section 191, Ethics R ulings on In d e
p e n d en ce, In tegrity, a n d O b jectiv ity (AICPA, P ro fessio n a l
Standards, vol. 2, ET sec. 191.103-104).
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•

Providing a professional service requiring independence to a
client when certain family relationships exist. Do any family
relationships exist between your firm and your CIRA client?
If so, refer to Ethics Interpretation No. 101-9, “The Meaning
of Certain Independence Terminology and the Effect of
Family Relationships on Independence,” of ET section 101
(AICPA, Professional Standards, vol. 2, ET sec. 101.11).

W hat if you, or your firm, is associated with, or a member of, a
CIRA as a result of ownership or lease of real estate? How would
this circumstance affect your independence as the auditor of that
CIRA? Ethics Ruling No. 31, “Performance of Services for Com
mon Interest Realty Associations (CIRAs), Including Coopera
tives, Condominium Associations, Planned Unit Developments,
Homeowners’ Associations, and Timeshare Developments,” of
ET section 191 (AICPA, P rofession al Standards, vol. 2, ET sec.
191.06l-.062), addresses this situation. This ruling provides that
independence would not be considered to be impaired with re
spect to the CIRA if all the following conditions are met:
• The CIRA performs functions similar to local governments,
such as public safety, road maintenance, and utilities.
• The member’s or member’s firm’s annual assessment is not
material to either the member or member’s firm or the CIRA’s
operating budgeted assessments.
• The liquidation of the CIRA or the sale of common assets
would not result in a distribution to the member or mem
ber’s firm.
• Creditors of the CIRA would not have recourse to the mem
ber or member’s firm if the CIRA became insolvent.
• The member or member’s firm does not act or appear to act
in any capacity equivalent to a member of management or
employee for the CIRA, including m embership on the
board of directors or committees (excluding advisory com
mittees as defined in Ethics Ruling No. 72, “Member on
Advisory Board of C lien t,” of ET section 191 [AICPA,
P rofessional Standards, vol. 2, ET sec. 191.144-.145]).
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If the member or m em ber's firm has a relationship with a real es
tate developer or management company that is associated with
the CIRA, see Interpretation No. 102-2, “Conflicts of Interest,”
of ET section 102, In tegrity a n d O bjectivity (AICPA, P rofessional
Standards, vol. 2, ET sec. 102.03) for guidance.
Help Desk— Assessing independence can be a complex and
time-consuming undertaking. The AICPA can offer assistance.
Call (888) 777-7077 to speak to a member o f our Professional
Ethics team with your questions relating to AICPA indepen
dence standards. You may also submit your question in an email
to ethics@aicpa.org. For more information about ethics inter
pretations and rulings, visit the AICPA Web site related to pro
fessional ethics: www.aicpa.org/members/div/ethics/index.htm.

The Issue of Fraud
What are the auditor’s responsibilities to detect fraud in a financial
statement audit?

W hat are your responsibilities with regard to detecting fraud in a fi
nancial statement audit of CIRAs? Professional obligations are set
forth under SAS No. 82, Consideration o f F raud in a F inancial State
m en t A udit (AICPA, Professional Standards, vol. 1, AU sec. 316.01).
You, the auditor, are not responsible for detecting fraud per se; how
ever, the SAS indicates that you have a responsibility to plan and
perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement, whether
caused by error or fraud. Among other things, the Standard—
• Describes the characteristics of fraud. The more the auditor
knows about the nature of fraud, the better equipped he or
she will be to identify risk factors, assess the risk of mater
ial misstatement due to fraud, and develop an appropriate
audit response.
•

Requires the auditor to make an assessment of the risk of
material misstatement due to fraud, from the perspective
of the broad categories listed in the SAS.

•

Provides examples of fraud risk factors that, when present,
might indicate the presence of fraud.
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•

Requires the auditor to document evidence of the performance
of the fraud risk assessment, including risk factors identified as
being present and the auditor's response to those risk factors.

• Requires the auditor to communicate to management at the
appropriate level and, in certain circumstances, directly with
the audit committee.
The Standard indicates that “two types of misstatements are rele
vant to the auditor's consideration of fraud in a financial statement
audit— misstatements arising from fraudulent financial reporting
and misstatements arising from misappropriation of assets” (AU
sec. 316.03). M aterial misstatements for CIRAs that arise from
asset misappropriation are typically more common than those that
arise from fraudulent financial statement reporting. Asset misap
propriation might include, for example, making expenditures for
products or services not received or embezzling cash receipts.
CIRAs often carry large cash balances, which are susceptible to
misappropriation, especially when a property management com
pany serves a group of CIRAs. If your client association has large
cash sums, you m ight consider whether cash from the CIRA
being audited is kept separately from cash of any other property
management clients and see that there is no fund commingling.
Some states, for example, California, mandate separate cash ac
counts for each property. The same holds true for other assets and
related CIRA records.
There was news of possible asset misappropriation in several
CIRAs in the New York City area earlier this year. Several property
management companies were indicted for awarding contracts for
repair and maintenance work to contractors without competitive
bids. The contractors then boosted charges for work performed to
the CIRAs, which potentially resulted in higher charges and poten
tial misappropriation of cash for these organizations.
Help Desk— For additional guidance on SAS No. 82, refer to
the AICPA Practice Aid C onsidering F raud in a F in an cial State
m en t A udit: P ractical G uidance f o r A pplying SAS No. 82 (Product
No. 008883kk).
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Internal Control
What internal control issues arise in CIRA audits?

Regarding the previous sections discussion of potential asset misap
propriation experienced by CIRAs due to their arrangements with
contractors, issues to consider include why the contractors were al
lowed to bid without competition and what reviews occurred in
the respective CIRAs before awarding contracts? These questions
lead us to the topic of internal control issues in the CIRA industry
Because CIRA organizations tend to be small, some CIRAs find it
hard to provide an adequate segregation of duties among staff. For
example, many associations have only the manager sign checks.
Some associations might use the services of a managing agent or
could even elect to use volunteers to provide accounting and other
administrative services for the association. The level of the man
ager's expertise has a significant impact on the effectiveness of the
association’s internal control. Using volunteers can place an asso
ciation at greater risk for mishaps or corruption, if the volunteer
lacks sufficient training to accomplish fiduciary tasks. W ithout
proper training and awareness of issues affecting the financial op
erations of an association, any manager, especially a volunteer
manager, could either deliberately or inadvertently compromise
internal controls, thus increasing the risk of fraud. To compound
the problem further, in some cases, residents who make up vol
unteer governing boards lack understanding of the financial and
governance sides of the association’s operations. Therefore, when
and if these inexperienced board members review financial data,
they might not call into question information that is pivotal to
identifying problem conditions in the association.
Resident board members sometimes recommend or promote
family members or friends as service providers for the association.
In associations in which there is neither a clear segregation of du
ties nor a review process of proposals for services, recommended
vendors, including contractors, might receive preferential treat
ment in the bidding process for services, regardless of their quali
fications. You m ight consider reviewing SAS No. 82, which
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identifies significant related party transactions as including those
“not in the ordinary course of business or with related entities not
audited or audited by another firm” as a risk factor related to in
dustry conditions (AU sec. 316.17). In CIRAs, board members,
officers, or developers may provide the association with mainte
nance, m anagem ent, or insurance services. Consider whether
such provision of services by these parties requires financial state
ment disclosure under AU section 334, Related Parties (AICPA,
Professional Standards, vol. 1, AU sec. 334), which provides general re
viewing related party transactions. CIRA auditors should refer to SAS
No. 35, C onsideration o f In tern a l C ontrol in a F in a n cial S tatem ent
Audit, as amended by SAS No. 78, Consideration o f Internal Control in
a F inancial Statem ent Audit: An A m endm ent to Statement on A uditing
Standards No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319)
for guidance regarding internal control. SAS No. 55 states:
The control environment sets the tone of an organization, influ
encing the control consciousness of its people. It is the foundation
for all other components of internal control, providing discipline
and structure. Control environment factors include the following:
a.
b.
c.
d.

Integrity and ethical values
Commitment to competence
Board of directors or audit committee participation
Management’s philosophy and operating style

e. Organizational structure
f. Assignment of authority and responsibility
g. Human resource policies and practices
The auditor should obtain sufficient knowledge of the control
environment to understand managements and the board of di
rectors’ attitude, awareness, and actions concerning the control
environment__(AICPA, Professional Standards, vol. 1, AU sec.
319.25-.26)
W hat does this mean for you, the auditor? In addition to becoming
and remaining familiar with the CIRA industry and its unique char
acteristics and challenge, you should address the association’s
board and management expertise. Does the CIRA hire a property
manager from outside the company or staff the position with own34

ers? The answer to this question could make a significant difference
regarding the association’s operations.
To help strengthen internal control, associations can encourage
these actions on the parts of board members:
1. Financially competent individuals perform complete reviews,
on a regular basis, of budget and operating results and imme
diately follow up on questionable situations.
2. At least one board member must be the check signer for all
significant association expenditures.
3. For all large potential contracts, there are multiple bids and
a review of outside bids by more than one board member.
Associations also could consider using sealed bids or inde
pendent bid reviews when the manager or board member
is bidding on a project.
4. In addition, more than one board member should review and
indicate approvals of requests for proposals for all major
work to be performed by contractors to help eliminate the
opportunity for noncompetitive bidding.
5. Board members, managers, volunteers, and others must pro
vide disclosures of any related party issues involving their af
filiation or knowledge of affiliations with the association.

CIRA Engagement Deficiencies
What common CIRA engagement accounting and disclosure deficiencies
have been cited in recent peer reviews?

As auditors, you should be aware of some of the common deficien
cies noted for CIRAs in peer reviews of CPA firms with non-SEC
registrant clients. H ere are some examples:
• Accounting policy for recognition and m easurement of
common property is lacking. For guidelines regarding this
deficiency, see paragraph 2.14 of the CIRA Audit Guide.
•

Required supplemental information is not presented, and the
accountant’s report does not disclose the departure. See re35

quirements for supplementary information disclosures for
your CIRA clients in the “Required Supplementary Informa
tion” section under the “Future Major Repairs and Replace
ments” section of this Alert. Examples of how this affects the
auditor’s or accountants report are presented in chapters 7
and 8 of the CIRA Guide.
• Required supplemental information is presented, but the
accountant’s report does not indicate that this information
has been compiled or reviewed. W hen the basic financial
statements have been compiled or reviewed, the required
supplementary information accompanying the basic finan
cial statements should, at a minimum, be compiled. Refer
to paragraph 8.09 of the CIRA Guide for further informa
tion about this issue.
•

Certificates of deposit are often classified as cash, but gener
ally should be classified as investments if over ninety days—
original maturity.

Auditors, those who make decisions about CIRAs, board members
who review financial statements, and members who actively partic
ipate in association governance might look for ways to avoid the
types of deficiencies just described.
Executive Summary— Audit Issues and Developments
• CIRA auditors face a growing number of issues requiring attention
during the planning phase of the CIRA engagement.
• CIRA auditors should become familiar with the client’s governing
documents and relevant state statutes to determine if the CIRA is re
quired to set aside funds on a systematic basis for future major re
pairs and replacements.
• Year 2000 issues can affect CIRA assets with embedded computers
in automated control systems for building functions in addition to
the CIRA’s hardware and software systems.
• CIRA engagement deficiencies noted in peer reviews include: (1) there
is a lack of accounting policy for recognition and measurement of
common property, (2) required supplementary information is not
presented and there is no disclosure of the departure, (3) required
supplementary information is presented but the accountant’s report
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does not indicate that this information is compiled or reviewed, and
(4) certificates of deposit are often classified as cash vs. investments
(for those with original maturities of over ninety days).

Beyond the Audit— The Business Adviser Approach
How can you adopt a business-adviser approach to add value for your
CIRA clients?

As a mature product, the audit has some attributes of a commodity,
distinguishable to many clients only on the basis of price. Accord
ingly, many auditors of CIRA entities are recognizing the need to
show their current CIRA clients their commitment to the associ
ation. For example, some practitioners attend board meetings to
discuss the engagement and answer the board’s or management’s
questions. Practitioners also use management letters, along with
other publications, to provide an opportunity to educate associa
tion members and help provide insights about the auditing
process and priorities as they relate to CIRAs. Such actions on the
part of practitioners would help set the stage for practitioners to
be in a position to provide other consulting services to their
CIRA clients. Consulting services would address client needs by
introducing a broader range of services in the practitioner’s port
folio. W hat approach should auditors use to enter the consulting
field to provide needed services for their CIRA clients?
One choice is the business-adviser approach, which provides clients
with consulting services driven by customer need. The starting
point is for the practitioner to identify the CIRA’s needs— to look at
the association and its operations from the client’s point of view.
Only after identifying CIRA needs by observation and engaging in
communications with key individuals inside and outside the organi
zation can the adviser present specific guidance to the association.
Perhaps the CIRA needs advice about how to enhance its com
puter system to provide a broader range of functions, or perhaps
the organization wants to consider how to address the issue of an
alyzing repair and replacement fund study options available. The
auditor as business adviser could help provide this information
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because the business-adviser approach uses the audit as a basis for
understanding the CIRA and its industry, with the goal of identify
ing needs across a broad range of business issues. The auditor using
the business adviser approach should—
• Understand all the association’s business processes, not just
the accounting systems.
• Analyze the CIRA industry according to how it affects the
associations business plan and budget, in addition to how
it affects audit risk.
• Identify the CIRA’s needs across a broad range of business
issues and offer suggestions for addressing those needs by
reviewing important organizational documents.
• Engage key personnel of the CIRA client in a dialogue about
broad business matters that are industry- and personnelrelated, in addition to matters of audit significance.
These procedures will not only identify new consulting opportuni
ties, but also result in the practitioner gaining deeper insights about
CIRA operations. Thus, the business-adviser approach includes
processes that also will improve audit effectiveness and efficiency.
W ith this knowledge in hand, the auditor can use existing firm
resources, including the relationship with the CIRA, knowledge
of the association and the industry in which it operates, and in
firm expertise, to incrementally and selectively build a consulting
practice. Auditors can build on strengths and skills they already
have in areas in which the association would most naturally look
to a CPA for advice, such as cost analysis and reduction, internal
control, information management, and technology.
The basic steps in the business-adviser process are the following:
• Target selected CIRAs. Choose those clients from which
there is a reasonable expected return on investment.
• Develop a strategy with the audit team. Develop a tenta
tive plan for identifying client needs and committing to re
spond to them on the part of all team members.
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•

Conduct a dialogue with the client. Meet with the key as
sociation personnel to discuss plans for implementing the
business-adviser program.

•

Conduct the audit considering client needs. Perform the
audit and identify the associations needs while developing
possible solutions over a wide range of business issues.

Help Desk—For further information on this subject, the AICPA
publication Make Audits Pay: Leveraging the Audit into Consult
ing Services (Product No. 006704kk) provides a detailed roadmap
for auditors interested in adopting the business-adviser approach
for providing consulting services to their clients. Included in the
book are diagnostic practice aids to help identify client needs
along with recommended solutions.

Auditing Standards
What new auditing standards are relevant for practitioners to consider?

As of the writing of this Alert, no new SASs were issued this year.
For proposed SASs that are in the pipeline, see “On the Horizon”
section later in this Alert.
Reminder— SAS No. 87, R estricting th e Use o f an A uditors R eport
(AICPA, P rofessional Standards, vol. 1, AU sec. 532), is effective for
reports issued this year. SAS No. 87, effective for reports issued
after December 31, 1998, guides auditors about whether an en
gagement requires a restricted-use report and, if so, which elements
to include in that report. A restricted report is appropriate if—
• The subject matter of the auditor’s report or the presenta
tions being reported on is based on measurement or disclo
sure criteria contained in contractual agreements or
regulatory provisions that are not in conformity with GAAP
or an other comprehensive basis of accounting (OCBOA).
• The accountant’s report is based on procedures that are
specifically designed and performed to satisfy the needs of
specified parties who accept responsibility for the suffi
ciency of the procedures.
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• The auditor’s report is issued as a by-product of a financial
statement and is based on the results of procedures de
signed to enable the auditor to express an opinion on the
financial statements taken as a whole, not to provide assur
ance on the specific subject matter of the report (AICPA,
P rofessional Standards, vol. 1, AU sec 532.04).
If, during the course of a CIRA audit, the practitioner discovers ei
ther reportable or nonreportable conditions that might affect the
organization, he or she should bring it to the attention of man
agement. For example, if there is potential fraud risk or if control
issues exist, the practitioner should prepare a restricted report on
the subject matter, addressed to the attention of CIRA manage
ment. (This case of restricting the report would fall into the cate
gory that reflects an auditor’s report issued as a by-product of a
financial statement.)

On the Horizon
What new ASB exposure drafts have been issued this year?

ASB Exposure Drafts
Exposure drafts are intended to solicit comments from preparers,
auditors, financial statement users, and other interested parties.
They are nonauthoritative and cannot be used as a basis for chang
ing GAAS or GAAP. The following are some of the exposure drafts
outstanding at the time this Alert was written. You can find a com
plete list in the Audit Risk Alert 1999/2000. Refer to the AICPA’s
Web site, http://www.aicpa.org, for current information on the sta
tus of these exposure drafts.
Proposed SAS: A udit Adjustments, Reporting on Consistency,
and Service Organizations (Omnibus Statement on Auditing
Standards— 19 9 9 )
Issued on April 22, 1999, the proposed SAS is referred to as an om
nibus because it addresses several unrelated topics. The proposed
statement provides guidance to auditors in the following three areas:
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1. A ud it a d ju stm en ts. The proposed SAS w ould establish
audit requirements intended to encourage audit clients to
record financial statement adjustments proposed by audi
tors in audits of financial statements.
2. R eporting on consistency. The amendments in the second part
of the proposed SAS clarify which changes in a reporting en
tity warrant a consistency explanatory paragraph in the audi
tor’s report. They amend AU section 420, C onsisten cy o f
A pplication o f G enerally A ccepted A ccounting Principles.
3. S ervice organizations. The amendments in the third part of
the proposed SAS are intended to help auditors determine
what additional information they might need when auditing
the financial statements of an entity that uses a service orga
nization to process transactions. An example of a service or
ganization that CIRAs might use is the trust department of
a bank that would invest and hold assets for the association,
for example, investments made on behalf of the CIRA from
the future repairs and replacement fund, and then generate
information about those investments that is incorporated in
the associations financial statements.
At its m eeting in September 1999, the ASB voted to issue the
amendments related to consistency and service organizations.
These amendments will be issued in early 2000 and will be effec
tive upon issuance. The ASB decided to continue its consideration
of the proposal on audit adjustments, particularly in light of the is
suance of SEC Staff Accounting Bulletin No. 99, M ateriality. The
ASB plans to act on this matter by February 2000. If adopted,
this proposal would be effective for audits of financial statements
for periods ending on or after December 15, 2000.
Proposed SAS: Auditing Financial Instruments (to supersede
SAS No. 81, Auditing Investments)
Issued June 10, 1999, the proposed SAS would provide updated
guidance on planning and performing auditing procedures for
financial statement assertions about financial instruments (including
derivatives). The proposed SAS—
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•

Indicates that an auditor may require special skill or knowl
edge to plan and perform auditing procedures for certain as
sertions about financial instruments.

•

Provides guidance on inherent risk considerations for asser
tions about financial instruments.

•

Provides guidance on control risk considerations for asser
tions about financial instruments.

•

Provides guidance on auditing considerations related to the
initial designation of a financial instrument as a hedge and
the continued application of hedge accounting.

•

Indicates that a service organizations services may affect the
nature, timing, and extent of the auditor's substantive tests.

•

Provides guidance on substantive tests an auditor m ight
perform when auditing valuation assertions that are depen
dent on management's intent and ability.

•

Provides guidance on designing substantive tests of valuation
assertions.

The ASB also is developing a Practice Aid that will provide guid
ance on how to apply the proposed SAS to assertions about specific
types of financial instruments and assertions based on specific ac
counting requirements. The ASB plans to issue the SAS and the
Practice Aid at approximately the same time and to periodically up
date the Practice Aid to address new accounting and auditing pro
nouncements and new financial instruments.

Accounting Issues and Developments
New Pronouncements
What new accounting pronouncements have been issued by the
Financial Accounting Standards Board?

The Financial Accounting Standards Board (FASB) recently issued
the following statements for you to consider as you plan your
CIRA engagements.
42

• FASB Statement No. 134, A ccou n tin g f o r M ortgage-B ack ed
S ecurities R etain ed a fter th e S ecuritization o f M ortga ge Loans
H eld f o r Sale by a M ortga ge B ank ing E nterprise
• FASB Statement No. 135, Rescission o f FASB S tatem ent No.
75 a n d T echnical C orrections
•

FASB Statement No. 136, Transfers o f Assets to a N ot-forP rofit O rganization o r C haritable Trust That Raises o r H olds
C ontributions f o r O thers

•

FASB Statement No. 137, A ccou n tin g f o r D eriva tive Instru
m ents a n d H edgin g A ctivities—D eferral o f th e E ffective D ate
o f FASB S tatem ent No. 133

Note that Statements No. 135 and 137 are the most likely to be
applicable to your CIRA clients.

Update on Accounting Projects Relevant to CIRAs
Accounting standard setters are on the verge of issuing exposure
drafts of several statements that could affect CIRAs. Although the
final statements will not be issued and effective for some time,
you may want to acquaint yourself with how the proposed stan
dards will change existing practice and affect their CIRA clients.
Some clients w ill require assistance to understand or otherwise
prepare for the new standards.
Asset Impairment
Guidance regarding impaired assets— their identification and valu
ation— is available in FASB Statement No. 121, A ccounting f o r the
Im pairm en t o f L ong-L ived Assets a n d f o r L ong-L ived Assets to B e Dis
p o sed Of. The FASB continues its deliberations on the application
of FASB Statement No. 121, including implementation guidelines
for the statement and development of a consistent method to
account for assets to be disposed of.
The EITF and others have raised a number of issues relating to the
statement. O f particular interest to CIRA entities and their audi
tors are the following matters included in Statement No. 121.
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•

C apitalized interest a n d estim ates o f fu tu r e cash flow s. In a new
exposure draft, the FASB is expected to clarify that, for assets
under development, estimates of future cash flows used to
test the asset for recoverability would be based on the man
ner in which an entity expects to use the asset. Thus, the es
timate of future cash flows would include future capitalized
interest costs.

• H eld fo r sale. FASB Statement No. 121 defines assets as those
assets for which management has committed to a “plan to
dispose of the assets.” In practice, this phrase has been in
terpreted a variety of ways, so the FASB has developed a
list of six criteria, all of which must be met to ensure that a
plan to sell the assets exists.
• Assessing recoverability. Paragraph 5 of FASB Statement No.
121 lists five events or changes in circumstances that indicate
how to assess the recoverability of the carrying amount of a
long-lived asset. The FASB expects to expand this list to in
clude an additional item, namely, that management expects
the asset to be disposed of and, at the expected disposal date,
more than half of its remaining useful life would remain.
The FASB expects to issue an exposure draft in the first half o f 2000.
Real Estate Tim e-Sharing Transactions
The Accounting Standards Executive Committee (AcSEC) is still
considering a proposed Statement of Position (SOP) (discussed in
C om mon Interest Realty Associations— 1998/99) that will address sev
eral key issues affecting the sellers of time-sharing arrangements.
These issues include revenue recognition, determination of the al
lowance for uncollectible receivables, and the deferral of selling costs.
To date, AcSEC has tentatively concluded that the underlying
structural basis for the profit recognition model will be the retail
land sales method described in FASB Statement No. 66, A ccounting
f o r Sales o f R eal Estate, with inclusion of certain fundamental prin
ciples from that Statement’s other-than-retail-land-sales model.
Further discussion is anticipated next year.
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Real Estate Cost Capitalization
AcSEC recently started a project to address accounting and disclo
sure issues related to the determination of which costs related to
real estate assets should be capitalized as improvements and which
should be expensed as repairs and maintenance. Initial discussion
of key issues is planned for AcSEC’s January 2000 meeting.

AICPA Services
Order Department (Member Satisfaction)
To order AICPA products, call (888) 777-7077 (menu selection #1);
write AICPA Order Department, P.O. Box 2209, Jersey City, NJ
07303-2209; or fax (800) 362-3066. Prices do not include ship
ping and handling. For best results call Monday through Friday
between 8:30 a.m. and 7:30 p.m. eastern standard time. Obtain
ing product information and placing online orders can be done at
the AICPA’s Web site (www.aicpa.org).

Audit and Accounting Guide
The AICPA Audit and Accounting Guide, C om m on Interest Realty
A ssociations, is available through the AICPA’s loose-leaf subscrip
tion service. In the loose-leaf service, conforming changes (those
necessitated by the issuance of new authoritative pronouncements)
and other minor changes that do not require due process are incor
porated periodically. Paperback editions of the Guide as it appears
in the service are printed annually. Copies may be obtained by call
ing the AICPA Order Department at (888) 777-7077 or faxing a
request to (800) 362-5066.

CIRA Financial Reporting Checklist
The AICPA’s Accounting and Auditing Publications Division has
published a revised version of the Disclosure Checklist and Illus
trative Financial Statements C om m on In terest R ealty A ssociations, a
nonauthoritative Practice Aid for preparers or reviewers of finan
cial statements of CIRAs. Copies may be obtained by calling the
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AICPA Order Department at (888) 777-7077 or faxing a request to
(800) 362-5066.

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services.
Call (888) 777-7077.

Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the
application of the AICPA Code of Professional Conduct. Call
(888) 777-7077.
This Audit Risk Alert replaces C om m on In terest R ealty A ssociations
Industry D evelopm ents— 1998/99.
Auditors should also be aware of the economic, regulatory, and
professional developments that may affect the audits they per
form, as described in A udit Risk A lert— 1999/2000 (Product No.
022250kk) and C om p ila tion a n d R ev iew A lert— 1999/2000
(Product No. 022240kk), which may be obtained by calling the
AICPA Order Department.
The CIRA Audit Risk Alert is published annually. As you encounter
audit issues that you believe warrant discussion in next year’s Audit
Risk Alert, please feel free to share them with us. Any other com
ments that you have about the Audit Risk Alert also would be
greatly appreciated. You may email them to lgivarz@aicpa.org or
write to—
Leslye Givarz, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A

The Internet— An Auditor’s Research Tool
Some Web sites that may provide valuable information to auditors
are listed in the following tables.
Association-related information:
O rgan ization

G eneral C on tact Inform ation

In te rn e t Address

Community
Associations Institute

1630 Duke Street
Alexandria, VA 22314
(703) 548-8600

www.caionline.org

National Association
of Housing Cooperatives

1401 New York Avenue #1100
Washington, D C 20005
(202) 383-5475

www.coophousing.org

American Resort
Development Association

1220 L Street, Ste 500
Washington, D C 20005
(202) 371-6700

www.arda.org

General Websites of Interest:
N a m e o f Site

C on ten t

In tern et Address

American Institute
of CPAs

Summaries of recent auditing and
other professional standards as
well as other AICPA activities

http://www.aicpa.org

Financial Accounting
Standards Board

Summaries of recent accounting
pronouncements and other
FASB activities

http://www.fasb.org

The Electronic
Accountant

World W ide Web magazine that
features up-to-the-minute news
for accountants

http://www.electronic
accountant.com

AuditNet

Electronic communications among
audit professionals

http://www.cowan.edu.au/
mra/home.htm

CPAnet

Links to other Web sites o f interest
to CPAs

http://www.cpalinks.com/

Guide to W W W for
Basic instructions on how to use the
Research and Auditing Web as an auditing research tool

http://www.tetranet.net/
users/gaostl/guide.htm

Accountants
Home Page

Resources for accountants and
financial and business professionals

http://www.computer
cpa.com/

Double Entries

A weekly newsletter on accounting
and auditing around the world

http://www.csu.edu.au/lists.
anet/ADBLE-L/index.html
(continued)
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Name o f Site

Content

Internet Address

U.S. Tax Code
Online

A complete text of the U.S.
Tax Code

http://www.fourmilab.ch/
ustax/ustax.html

Federal Reserve
Bank of New York

Key interest rates

http://www.ny.frb.org/
pihome/statistics/dlyrates

Cybersolve

Online financial calculators such
as ratio and breakeven analysis

http://www.cybersolve.com/
toolsl.htm l

FedWorld. Gov

U.S. Department of commerce
sponsored site providing access to
government publications

http://www.fedworld.com

Hoovers Online

Online information on various
companies and industries

http://www.hoovers.com

Ask Jeeves

Search engine that utilizes a userfriendly question format. Provides
simultaneous search results from
other search engines as well
(e.g., Excite, Yahoo, AltaVista)

http://www.askjeeves.com

Vision Project

Information on the profession’s
vision project

http://www.cpavision.org/
horizon

Internet Bulletin
for CPAs

CPA tool for Internet sites,
discussion groups, and other
resources for CPAs

h ttp ://www.kentis.com/
ib.html
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